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THE BALANCED BUDGET MULTIPLIER:
STATE FThA "iCE IN RECESSION
Ernest R. ~loser
INTRODt:CTION

It seems to be a generally well-known fact that total government
s pending in the United States has increased substantially since
1960. Indeed, one need only listen to virtually any political campaign speech and observe the reaction of those present to realize
that the average person in the United States recognizes t his (and
also considers government spending too large as well as almost
totally non-productive). Of course, statistics lend some support to
at least t he fact that government spending has grown rapidly in recent years . In fiscal 1960, for example, total spending by local,
state, and federal governmental units in the United States was
$151 billion. By 1975, the latest year in which there are readilya,ailable national statistics, that total had increased to $556 billion.
::V1oreover, much of the increase m spending between 1960 and
1975 has been from state and local governmental units. In fact, of
the $151 billion expended by all levels of government in 1960, $61
billion was spent at the state and local level. By 1975, $291 billion
was being spent by the federal government and $265 billion by
state and local governments. Thus, while federal spending inneased by 223 percent, state and local government spending rose
fully 33-1 percent ' .
Further, from the standpoint of total government debt outstanding. a similar picture emerges. While total government debt inc-rea!->ed from $356 billion in 1960 to $780 billion in 1975, the federal
government's debt rose from $286 billion to $559 billion. However,
state and local government debt increased from $70 billion in 1960
to S221 billion in 1975. During this period, while the federal debt
expanded 95 percent, state and local governments inl'reased their
indebtedness by 216 percent. In other words, state and lo~al
gO\ ernments were expanding their debts at a rate more than twice
a.... rapid as the federal government.
From the data presented thus far, it is easy to conclude that total
governmental spending today at all levels compared to 1960 must
h(' accounting for a vastly increased share of the total output ?f
goods and services in the United States. However, during this
same 1960 1975 period , Gross National Produc-t has risen from $507
billion to $1516 billion (an increase of 199 percent). Expressed as a
percentage of GNP, total government spending has increased from
29.78 percent in 1960 to 36.68 percent in 1975. In these terms, then,
the increase in government spend ing has been less spectacular than
popularly assumed. Moreove r. the increase in total government
8

spending has been matched by a large increase in household spending. Thus, personal consumption expenditures have risen from $325
billion in 1960 to $973 billion in 1975. 4
Keeping in mind the rather rapid growth in both spending and
debt recently in all sectors of the economy, the purpose of this
paper is to explore in particular recent trends in the revenues and
expenditures at the state government level. Particular emphasis is
to be placed on the recessions of 1970 and 1973-75 and their effect
on state government finances.5 While the effects of the recessions
clearly varied from state to state, it was quite possible for state
governments to have contributed to the severity of the recession
within their region by pursuing expenditure policies which were
procyclical in nature. This paper explores alternative policies for
state government spending over the course of the business cycle
which are both countercyclical and consistent with the concept of
"fiscal responsibility. "
RECENT TRENDS IN STATE GOVERNMENT FINANCE

Tables I through V illustrate the growth patterns of spendin•g,
revenues ge nerated , and debt outstanding by the different levels of
government. 6 Since this paper is primarily concerned with state
governments, Table IV is of special interest.
Int erestingly, the recessions of 1970 and 1973-75 do not appear to
affect sig nificantly the data on expenditures. Expenditures by state
governments rose by an aver age of 11.9 percent per year during
the period 1960 through 1974. However, while the first two years of
the chart s howed average increases of over 16 percent each year,
the middle three years averaged barely a nine percent annual
growth in expenditures (corresponding to "Stagflation" in the
national economy). The final year, 1975 (which included the worst
part of the recent recession) showed over a 20 percent jump in
spending . When this data is deflated by changes in the price level,
an estimate of changes in real spending by the states is obtained.
On this basis , the seemingly large ten percent increase in state
spending in 1974 actually represents a decline in real spending since
prices rose by approximately eleven percent during fiscal 1974.
Only in 1975 did significant real growth occur in spending at the
state government level.
The effects of recession are clearly observable in the data on
revenues generated at the state level. During each of the nonrecession years ending in June of 1970, 1972, and 1973, revenues
rose by at least fifteen percent. In the year surrounding the low
point of recession of 1970, that is, between June 30, 1970, and June
30, 1971, revenues of the state governments increased by only 5.8
percent. Again in the first full year of the recession of 1973-75,
corresponding to June , 1973 through June, 1974, state revenues
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rose by only eleven percent. While this increase may not seem
si_gnificantly diff~rent from the fifteen percent change of the preVIous two years, 1t should be remembered that the first year of this
recession was characterized by the relative stagnation of industrial
output, rather than an actual decline. The severity of t he recession
did not become apparent until the second half of 1974. Thus, the
date for the year ending in June, 1975, indicates that state government revenues increased by only 8 percent, which is approximately
one-half the average increase in non recession years.
Table IV also indicates the growth pattern of debt outstanding at
the state government level. While debt outstanding has risen in
each year since 1969 by an average of 10.4 percent, the rate of
change has varied from a five percent annual growth rate to over
fourteen percent. Rather than show responsiveness to periods of
recession and boom, however, the amount of debt outstanding appears to have been influenced more by the interest rate than any
other variable. Thus, the smallest percent increase (five percent in
the year ending in June, 1970) seems to have been directly related
to the historically high average interest rate of 6.42 percent. In this
light, it is not surprising that as interest rates declined thro-µgh
1971 and 1972 to more reasonable levels, state debt increased by
well over twenty-five percent.

IMPACT OF RECESSION ON CERTAIN SOUTHERN STATES
One of the more interesting aspects of both the recessions of 1970
and 1973-75 was the lack of uniform nationwide impact. This, of
course, was not unusual. Any state with a high percentage of employment in manufacturing industries has normally found the effects of a recession to be much more severe on it than on states with
large farm populations. In the recession of 1973-75, for example,
the states of Michigan, Ohio, Pennsylvania and New York showed
unemployment rates in excess of 10 percent, while farm belt states
of Iowa, Kansas, and South Dakota exhibited much lower unemployment rates. '
The recession of 1973-75 coincided with the world-wide increase
in the price of oil. This, too, helped make the recession much more
intense in some regions of the country than in others. The increase
in the price of gasoline, combined with shortages throughout the
first half of 1974, made the State of Florida, whose income depended heavily on tourist generated dollars, feel drastic recessina_ry effects. Prior to 1974, Florida's economy had rarely been seriou~ly
affected by a recession. On the other hand, the State of Texas, :,v1t,h
its large manufacturing population, felt very little of the recession _s
impact primarily because of the new income being generated by 011
and gas related industries. In contr ast to Florida, t he State of
10

Texas found its economy to be practically recession proof for the
first time. 8
The effects of recession on individual state government finances
have usually been quite predictable. State revenues normally have
grown from year to year, but at markedly slower rates during recessionary periods. However, in the recession of 1973-75, continuing boom and an expected large inflow of tax revenues in t he State
of Texas generated a surplus of over $1 billion. In the severe recession of 1973-75 of course, the experience of the State of Texas was
the exception rather than the rule. Most states found themselves
with projected budget surpluses becoming large deficits.
In response to projected budget deficits of this type, one state
government after another found itself with only four available options: reduce expenditures, increase taxes, borrow from reserves,
or borrow directly from the public. For various reasons, ranging
from balanced budget provisions within the state's Constitution, to
liquidity worries, and to fears of taxpayer revolt, most Southern
states chose to cut the level of expenditures to equal the reduced inflow of general revenues.

In the Southeast alone, the States of Georgia, South Carolina,
Florida, and Alabama, through special legislative sessions or
gubernatorial decrees, cut large amounts of money from their state
expenditures. Throughout the Southeast, jobs were eliminated,
hiring freezes were imposed, pay raises rescinded, and educational
outlays reduced.
The State of Georgia, for example, cut over $100 million from the
1975-76 fiscal year budget in the winter of 1975. Then, in the
summer, another $200 million was eliminated during a special legislative session. In the end, general expenditures by the State of
Georgia had been reduced from almost $2 billion to under $1. 7
billion. This fifteen percent reduction had been accomplished by
eliminating all pay raises for teachers and public employees, reducing the number of state employees, cutting budgets of all state
agencies (as well as higher education), and postponing construction
and purchases of new equipment. Moreover, the State of Georgia
actually accumulated a budget surplus of almost $100 million by the
end of fiscal 1976.
Unfortunately, for the State of Georgia (and every other state
that followed Georgia's example), while remaining "fiscally responsible" in the eyes of voters, taxpayers, and the State's Constitution,
the state had actually contributed to the severity of the recession.
At a time when aggregate demand within the State was already
falling from the effects of the national recession, the State had reduced its spending. The result, therefore, was that aggregate
demand within the State of Georgia fell even further below its orig11

inal potential level. With any multiplier greater t han unity, the
effects of t he decline in the state government spending component
of aggregate demand would magnify as they reverber ated throughout the state (and regional) economy. The equilibrium levels of output and employment within the state and region would, thus, fall
even further below their potential full employment levels. By reducing its spending in response to a recession-induced decline in tax
receipts, the State of Georgia (and others) had engaged in a procyclical budgetary behavior which contributed to the severit y of
the recession of 1973-75.
Procyclical budgetary behavior is not new to the United States.

In response to the worst depression in American history, t he fed-

eral government reduced its spending to meet lowered federal
revenues in 1931 and 1932. 9 Moreover, as the New Deal attempted
to expand federal spending during the rest of the 1930's, state and
local governments tended to contract their spending (particularly
in 1933 and 1935). In the period between 1930 and 1939, total spending by all levels of government rose from approximately $10 billion
to $18 billion. 10 This increase came entirely from feder al government action to stimulate the economy. Indeed, in 1939 state and
local government spending was actually less than it had been in
1930. While the federal government attempted to pursue countercyclical policies, state and local governments were engaging in
procyclical behavior. Over the years, the actions of state (and local)
governments, in attempting to remain "fiscally responsible," have
diminished the power of the federal government to combat recession.

ALTERNATIVE STRATEGIES FOR STATE GOVER MENTS
There are two suggestions that should be considered _by ~t~te
governments seriously interested in simultaneously mamtam~g
fiscal responsibility and economic prosperity. The first suggestion
involves the well known balanced budget theorem. According to
the balanced budget theorem, simultaneous increases in both
government spending and taxes will have a net stimulative effect
on the economy by converting household saving into government
spending. Since households finance an increase in income-rela!ed
taxes partly by reducing current spending and partly by lower mg
savings, total expenditures (aggregate demand) will increase when
the government spends these increased revenues.
Thus a state faced with a recession-induced reduction in tax receipts ~hould consider at least a tempor ary increase
taxes
coupled with an equal incr ease in spe nding. To r ece1v~ full
economic benefits from the increase in spending, expend1t u~es
should be channeled primarily into construction activity, equip·
ment purchases, and hiring additional per sonnel wher e needed.

0
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Obviously, the state should make sure that as much of the increased spending as possible stays within the state (or region).
Further, the state should make certain that every dollar of additional tax revenues becomes increased spending. The worst possible event for a state in recession would be to increase taxes with no
corresponding increase in spending, since t he resulting budget
surplus would tend to intensify the recession. In this case, consumers would reduce both spending and saving to pay for the increased taxes, but there would be no increase in state expenditures
to offset the reduction in consumer spending.
Under the provisions of the balanced budget multiplier, it makes
little difference whether the increases in taxes and spending are
temporary or permanent. If temporary increases are undertaken,
caution has to be exercised or the tax could expire before the recession ends. This would force a state before the recession ended. In
any event, by increasing both taxes and expenditures in time of recession, instead of simply reducing expenditures, individual states
could strengthen the federal government's efforts to combat unemployment and recession.
As a second suggestion, state governments could maintain or increase expenditures in recessionary periods (when tax receipts fall
short of expected levels) by borrowing directly from the public. To
maintain "fiscal responsibility," such borrowing would have to be
undertaken for relatively short periods of time, (for example, one
to three years). In this way, state governments could borrow
money when tax receipts decline and redeem the bonds when business recovered and tax receipts increased with proper economic
forecasting, such actions would tend to dampen the effects of the
business cycle on the State's economy . Moreover, it would take advantage of the normal tendency of households and businesses to increase savings during a recession. This process of borrowing
would, thus, convert non-spending by households and businesses
into government expenditures. Ag, · 1, this method of financing
state expenditures would allow the various states to contribute to
the federal government's countercyclical economic policies.

CONCLUSION
One of the most alarming historical developments in state
government finance, from an economic point of view, is the tendency for state governments to pursue procyclical spending policies. By decreasing spending during recession and increasing
spending in boom periods, state governments tend to worsen both
recessionary and inflationary periods.
A more rational policy for state governments to pursue would entail increased expenditures during recession and reduced expenditures during inflationary periods. Each of these goals could be met
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by either the balanced budget multiplier approach or by borrowing
from the public. In the balanced budget case, increased spending
and increased taxes on the part of state governments would stimulate the economy in recession, while the increasing tax revenues in
the ensuing recovery (from the higher tax rates) would tend to
dampen an inflationary boom. The borrowing method might produce even more pronounced results. By borrowing from the public's
larger than normal supply of savings in a recession, state governments would tend to convert consumer savings to spending.
Further, by paying off the bonds during the ensuing boom period,
state governments would be forced to reduce their spending levels
somewhat, thus, helping cool off an overheating economy. Surely,
either of these two methods would be a more rational and economic
way of financing state government in recessionary times. Moreover, it is time for both state and local governments to recognize
the economic impact of their budgeting procedures.
TABLEI
Total Governmental Expenditures by Level
(Billions of Dollars )
Year

Total

Federal

State &
Local

State

Local

1950
1960
1969
1970
1971
1972
1973
1974
1975

70
151
308
333
369
397
432
480
556

42
90
177
185
199
209
231
254
291

28
61
132
148
171
189
205
226
265

22
49
56
66
72
78
86
104

11

17
39
82
92
105
116
127
139
161

Note: Because of rounding, totals may not be perfectly additive.
TABLE II
Revenues by Level of Government
(Billions of Dollars)
Year

Total

Federal

State &
Local

State

1950
1960
1970
1971
1972

67
153
334
342
382

44
100
206
203
223

23
53
128
140
158

26
69
73
84

14

11

Local

12
27
60
67
74

-

1973
1974
1975

426
485
517

255
289
303

178
196
215

97
108
117

81
88
98

Note: Because of rounding, totals may not be perfectly additive.
Source: U . S. Department of Commerce

TABLE DI
Government Debt Outstanding by Level
(Billions of Dollars )
Year

Total

Federal

State&
Local

1950
1960
1969
1970
1971
1972
1973
1974
1975

281
356
487
514
557
602
647
681
780

257
286
354
371
398
427
457
474
559

24
70
134
144
159
175
188
206
221

State

Local

5
19
40
42
48
54
59

19
51
94
102
111
120
129
141
149

65

72

0
I

ote: Because of rounding, totals may not be perfectly additive.
Source: U. S. Department of Commerce

TABLEIV
State Government Expenditures and Revenues
Year
(ending June) Revenues

1969
1970
1971
1972
1973
1974
1975

60
69
73
84
97
108
117

Percent
Change

Expenditures

Percent
Change

15.0
5.8
15.07
15.48
11.34
8.3

49
56
66
72
78
86
104

14.29
17.86
9.09
8.33
10.26
20.9
15

-,.
TABLEV
State Government Debt Outstanding

Year

Debt
Outstanding
(Billions of
dollars )

Percent
Change

1969
1970
1971
1972
1973
1974
1975

40
42
48
54
59
65
72

5.0%
14.39
12.5
9.3
10.2
10.8

Average
interest rate
of new
debt
6.42
5.52
5.30
5.22
6.19

Source: U. S. Department of Commerce and Board of Governors
Federal Reserve System.
'

FOOTNOTES
1 State and local governmental units include all state, county, and
municipal governments as well as school boards, hospital authorities, sewage districts, etc.

2 In the fiscal year ending September 30, 1977, spending by the
federal government alone will have risen to approximately $411 B.
3 See any Federal Reserve Bulletin for data concerning Gross
National Product and Personal Consumption Expenditures.
4 The Federal Reserve Bulletin indicates that Consumer Installment Credit more than tripled between 1960 and 1975, increasing
from less than $50 billion to over $162 billion. See Historical Chart
Book (1972, p. 60) and Federal Reserve Bulletin (1976, p. A 42-45).

5 The United States Commerce Department has defined the recession of 1970 as beginning in December of 1969 and ending in
December of 1970. The recession of 1973-75, began in the third
quarter of 1973 and ended in t he first quarter of 1975. It should be
remembered t hat the beginning of a recession is defined as t he high
point of industrial production. The lowest point of industrial
production following this is usually marked as the end of the recession. Thus, a recession goes from a peak in business activity to a
trough. Business may be quite good for several months after a
peak. Similarly, business activity could be quite slow (and unem·
ployment high ) for several months after a recession has officially
ended.
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6 In Tables I-V, governmental "Expenditures" refer to direct expenditures as characterized by the Commerce Department.
"Revenues" refer to revenues from the governmental unit's own
sources.

7
Information concerning state unemployment rates cited here
are contained in the "Monthly Reviews" of the various Federal
Reserve District Banks.

a Parts of Texas, such as, the San Antonio and El Paso areas,
were hit very hard by the recession.
9 See Board of Governors (1974, pp. 72, 73) . Because of declines in
the price level, real spending by the federal government actually
rose in 1931, but fell with lower spending in 1932.

10 See the Economic Report of the President (1974, p. 249) State
and local government spending in 1939 was approximately $.5
billion less than it had been in 1930. Between 1929 and 1933, State
and local government s reduced spending by $1.2 billion, while the
Federal government increased its spending by $.7 billion.
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